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Thear Mr. Smith: S
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The purpese of this letler Is to request clarificatlon of any veportiog nblig@ons-qf_;
the parties te the following transactions: - EEG
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Tragsaction One - 28
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Company Y markets and sells telecomumunications products and services,
Company X operates a marketing facility m a partictlar medium that would allow X and
Y to develop new Y products that could not be developed without access to a tacility
using the medium of the kind owned by X, The facility would also allow Y to marker
Y's existing producis in a new fashion theough the Fagility. X and Y bave executed a co-
marketing agreement in ordet to do this. The companies satisty the sixs-of-the-person
test, and they are not competitors. In order o get ¥ to agree to the arrangerment, X has
agreed 1o putchase voung stock of Y, for an amovnt of money that satisfies the size-oi-
the-trapsaction test. X will contral less than ten percent of Y, however, and wifl have no
tepresentation on V'3 Board of Direcrors,

The co-marketing arrangement will account for only a part of ¥'s sales of its
products and services; it will garner the majority of its sales from acrivities comduceed
wholly apart from X Although it intends 1o vote its Y stock, X intends to limit its
involvement with and influence over Y to the exercise of ity contractual dghs under the
co-marketing agresment. Any actions proposed by X will be proposed within the four
corners of e co-marketing agreement and will be proposed solely vo further the success
and peotiability of tie co-marketing arrangement. Nong will require approval of the Y

shareholders. .

Alihough X will exercize significant control over the presentation of Y products
in the X facility, X will nnt have, nor docs 1t intend 1o seek, control or influencs aver
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prices charged by ¥ for Y products or servicea. X also intends o enter into other co-
marketing arTangements of a similar nature with other companies. Althgugh it does not
presently intend to acgeire viing sceurites of the companies, it may de so in order to
persuade the companies to execute the co-marketing apreements.

Would the Pre-merger Motitication Office consider these circumstances to be
consisient with lthe exercise of the investment-only exemption, |6 CT'R § 3029 Ina
previous telephone conversation, Nancy Ohaka indicated thar, under similar
circunistances, X and Y would not have a reporting obligation. Tn Fact, that seems to be
the eorrcet outeome. The circumstances do not suggest that X has any intention of
mfluencing the “basic business decizsions™ o'Y. The lwe companiss are not competitors,
and X will nat have z seat on Y's Board of Directors. The co-marketing agreenient
defines each party's rights sharply, and does net include the right to et or influence
prices or to participate in Y's business ourside of the context of the co-marketing
apreement, '

1f you agree that X and ¥ need not flfe under these cireumstances, would your
opinion change if, assurming all ¢lse remains the same:

*  Xand Y were competitors; or

» X did not intend w enter inte similar apresments wilth other companies, bat
yviewed the co-marketing artangement as uniqua?

Transaction Two
The second biypothetical 15 divided intes three parts, each building on the other:

a Company X wall gktain neovoling prefemed stock in Company Y in an amount
which, if converted immediately atter the acquisition, would give X approximately ten
percent of the voling stock of Y. X will pay more than $15.000,000 for the stock, and
both companies sarisfy the sire-of*the-persan test. Along with the nonvoting profemed
stock, X will alse have the contractual ight to nominale oo individual for elecrion to the
DBoard of Directors of Y. Y's current Board will be contractually obligated to recommend
ta the shareholders that X's nominee be elected 1o ¥'s Board at the next sharcholders”
meeting. The ponvoting preferred Y shareholders cannot vote for the slection of ¥
directors, so X will iave no power to elect its nonunee. Nevertheless, both parties to the
agreement fully expect that X's nomines will be elected 1o the Board. If X's nominee s
elected, the new director will have approximately twelve percent of the voling power of
tha entire ¥ board.

Would X's nonvating preferred stock be deemed presently voting securitics by
virtue of X's contractual right of nomination? In a receni conversation with!
Pf vur office rated that the PNO wauld not view
anvotng preferred shares as the constructive equivalent of voting securities as long as
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soma intervening facrer could prevent the election of X's nominge, nu matier how remote
the likelihood of he intervening event, Again, this analysis seems coreecr. The right to
nominate is not the right to appoint, especially il the nominator has no vote for the
election of directors. Even if no dissension is expected, Y shareholders have the power o
reject the nemination.

h. Assuming that Xs nonveding prefurred shares of Y would not be deemed
presently voting securities, would the PNO change its position if the contact, which
gives X the right to nominate one director, also provided st Y must ese any opportunity
it can 1o cause X's nominee to be appointed? In most cases, this may occur when a
vacancy on the Board of Dircelors allows ap Inlerim direclor to be appointed by the
currend Board, mather than elected by the shareholders. In a recent telephone conversation
with stated that any futuee obligation to appoint a
director would stifl be on the occurrence of a future event at the time the
nonvoting preferred securities werc acquired, and sa could not sperata to transform
nonvoting prefarred into present voung sscurities. Again, this ssems to be the correct
result; otherwise, preferred shareholders may have: their shures suddenly decmead voting
seeurilics by the pecurrence of an event over which they have no control,

c. Finally, assuming, for purposes of discussion, that X will have a conractual right
to agpoin, rather than nominate, one dircetor, would the nonviting prelerred be deemed
presently voling seeurilies under ABA Letter No. 947 On one hand, X would have the
votlng power to appoint one director if the nonvoting shares were converted imediately
into voring securities, and the conmact will give X the right 1o appeint one director. On
the other hand. immediate conversion of the preferred stock would give X wen percent of
the voting securities of Y, fully-diluted, but the appeintment of one director would
reprosent bwelve pereent of the Board's voling poaer. Thus, wouold the PNO eonchede
that the dirset correlation required by ABA Lerter Mo, 94 1s absent hiere?

Transaction Three

X will acquire nonvoting preferred secwrities of Y in an amount which, if
eonverted immediately, would satiafy the size-of-the-transaction test  Ag previensly
aoted, X and Y sarisfy the size-of-the-parson test. As was the case in parts a. and b. of
Transaction Twe, X will have the right to nominate a dircetor of Y and the Board of
Dhirectors of ¥ will be contractoally obligated 1o recommend X's aominee for eleetion at
the next sharebolders meeting and must also appoint X's nomines when and if it is able to
do s, as in the case of a vacancy bulween sharcholders’ muelings.

Tar addition, after X's acquisition of nonvoting preterred shares of Y, Y and
Company 7 will execute a written agreement under which Y will merge with and into
Merger Sub (2 subsidiary of Z), with Y swviving the merger as a subsidiary of Z. ‘Lhe
merger agreement will provide that, immediately after the merper, all nonvoling prefermed
shares of ¥ will be exchanged antomatically for voting securitizs of Z. The exchange
will occur antomatically, with no action required by Y preferred shareholders.
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Under these circumstances, would the suomatic exchange of Y nonvoting
preforred stock for common stock of 7 be a “conversion” under 16 CFR & 801.1(0{3)7
Iu your prier telephone conversations Wilh_ﬂd with me, you have
stated that an exchange of nonvoting preferréd Tor voing commaon would not meet the
definition of a “conversion” If possible intervening events could thwart the planned
exchange. This is consistent with prior writen informal omnions of the FNO.

Faor instanee, in this exarnphe, at the time that the nonvoting preferred stock is
acquired by X, the sharcholders of Y and Z will not yet have formally approved the
merger. For that matter, the anlilrust authorities reviewing Lhe roeneer may decide not to
approve il, or to approve it with conditions that would be unacceptable to ong or hath
parties to the merger. Any aumber of events, both likely and unlikaly, may ocour o
prevent Lhe menger, smd thus the exchanpes of nonvorting for voting securitics. Therefore,
the exchanpe should not be considered a “conversion™ and a potentially reportable event.

Nevertheless, we ask that the PNC confitm the prior oral interpretations that we
have received. If you agree with our analysis, would your conclusion change if the
nenvoting preferred shareholder were heavily involved in the merper nagotiations
between ¥ and Z, even 1o the puint that X could, is u praclical matter, determine whether
the merger would be approved by the Y and Z shareholders, even thouph it has no such
power by law?

Thank you for vour consideration of these quesiions, We await g,
Plﬁsc do not hesitake to call me a _clor ﬂ

with any questions,

Sincerely yours,

By 7
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